Unrealistic optimism is a well documented phenomenon. This paper argues that it is important in many economic contexts. Focusing on start-up finance for businesses, optimism may be responsible for or consistent with features such as credit rationing or redlining that are normally taken as symptoms of under-provision of finance requiring intervention to expand lending. Optimism leads to the opposite conclusion, at least if it is legitimate to use fiscal policy to counteract systematic error. The paper reports on an experiment in which, due to optimism, the lower the prizes to entrepreneurial activity the higher the subject's expected income.
"The overweening conceit which the greater part of men have of their abilities is an ancient evil remarked by the philosophers and moralists of all ages . . . The chance of gain is by every man more or less overvalued and the chance of loss by most men undervalued and by scarce any man valued more than it is worth." Adam Smith (1776) ". . . there must come into play the diversity among men in degree of confidence in their judgement and powers and disposition to act upon their opinion to "venture". . . "
Frank Knight (1921)
Introduction
There is considerable consensus among economists and policy makers that there is failure in the market for loans, especially those for new businesses. Even more remarkably, there is agreement about the direction of the failure: lending should be increased from the laissez-faire level. This paper challenges this view, invoking ideas from The Wealth of Nations. Adam Smith was convinced that entrepreneurs display the trait for which modern psychologists have coined the pleonasm 'unrealistic optimism'. Most entrepreneurs overestimate their chance of success. If unrealistic optimism is indeed pervasive, policies which encourage lending are called into question. Should governments really be luring people to ruin themselves?
Economists typically sidestep such issues by assuming that individuals are the best judges of their own interests. Burgeoning evidence of numerous cognitive biases make this a questionable foundation for welfare economics. Only recently has there been sustained discussion of the normative implications of self-harm and mechanisms to discourage it (see e.g. O'Donoghue and Rabin, 2003; Camerer et al., 2003; Sunstein and Thaler, 2003) . This paper focuses on the public finance implications of a well documented bias with potentially important consequences.
Most economists have an instinctive distrust of "paternalistic" intervention. Demonstrating that systematically irrational private behavior prevails is certainly not enough to justify corrective policy. The danger lies in providing governments with a ready made excuse to adopt corrupt and destructive policies based on unsubstantiated hunches. Even if politicians are not self seeking, they too may be prone to unrealistic optimism in believing that they can improve matters (Glaeser, 2003) . A reasonably innocuous policy recommendation is that accurate information should be provided so as to allow "correct" choices to be made. Yet the reasons that lead to initial error may make people immune to education, as the experimental results reported here do indeed suggest.
The perspective of this paper is that identifiable cognitive biases create distortions which may be the most important source of efficiency loss in the economic system. In remedying the efficiency problem the standard theory of tax/subsidy policy is in principle applicable. The implication is that start-up finance should be taxed. We go no further than advocating that subsidies are withdrawn, thereby avoiding slippery slope arguments.
Even to go this far represents a major change in government policy. In the US, the Small Business Administration (SBA), a government agency, has provided loan guarantees to small businesses since 1953. In 1997 Congress passed an SBA funding bill providing over $50 billion for the SBA's business loan programs.
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It is not just the US. Most governments think it meritorious that more people set up new businesses. The UK Government has announced "A new drive to boost the enterprise culture, encourage more people to set up their own business and reduce the barriers facing start-up firms . . . particularly [amongst] under-represented groups, such as women, ethnic minorities and [in] disadvantaged parts of the country." (Department of Trade and Industry, 2002a) . The European Commission has recently published a Green Paper on "Entrepreneurship in Europe" (2003) . The aim is to encourage more people to become entrepreneurs. Entrepreneurship is seen as "first and foremost a mindset" (p. 5) although the importance of unrealistic optimism is not mentioned. Psychology aside, it is reported that "Access to finance remains a major barrier for new entrepreneurs" (p. 11), and schemes to overcome this, such as the UK Governments Loan Guarantee Scheme to small businesses, are praised. The latter scheme is set to back some 5000 loans per year, targeted towards borrowers that banks would otherwise have rejected (Department of Trade and Industry, 2002b) .
Policies of this sort reflect a view that ". . . lack of capital holds back millions of potentially entrepreneurial people in the industrial countries." (Blanchflower, Oswald and Stutzer, 2001, p. 690) . Economists' support for intervention is much influenced by theories of informational
